[

BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of ;
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For Appel | ant: Kenneth Ziffren
Attorney at Law
For Respondent : James C. Stewart
Counsel
OPIl NI ON

This appeal is made pursuant to section 25667
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Danny Thonas
Productions against proposed assessments of additiona
franchise tax in the anounts of $6,017.59 and $280. 64
for the incone years ended June 30, 1969, and June 30,
1970, respectively.

Appellant is a California corporation_en?aged
udi n

In the business of producing television films, inc
anthol ogies and television series. In general appel I'an
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Appeal of Danny Thonas Producti ons

hires all of the personnel and facilities necessary to
produce films, and contracts with a national television
network to whomit delivers the films for a negotiated
price. During the termof its agreement with appellant,
the network has the right to broadcast each filmtw ce
on national television. After these network broadcasts,
appellant is free to exhibit the films again in donestic
territories, and it has at all times the right to exhibit
them outside the United States. Domestic exhibition of
films subsequent to network telecasting generally takes
one of two forms. Under "network stripping” the filns
of a television series are repeated five tines a week,
with the network usually having the right to telecast
each filmat least five times. = Under fhe form known as
"domestic syndication," either appellant or a distributor
enters into agreenments with individual television stations
?!V|ng those stations the right to exhibit appellant's
Il ms a nunber of times on a once-a-week basis.

For the years in question, appellant was required
to allocate and apportion its net income in accordance
with the provisions of the Uniform Division of Incone
for Tax Purposes Act (hereinafter referred to as "UDITPA"},
which is contained in sections 2.5120-25139 of the Revenue
and Taxation Code. Cenerally speaking, UDI TPA requires
that ataxpayer's business inconme be apportioned to this
state by multiplying the incone by a fraction, the
nunmerator of which i's the Property factor plus the
payrol| factor plus the sales factor, and the denom nator
of which is three. (Rev. & Tax. Code, § 25128.) Appellant
apportioned its income by neans of such a formula, in
accordance with its interpretation of UDITPA's basic
requirenents.  Upon audltln? appel lant's returns, however,
respondent objected to the fornula appellant had devised.
As more fully explained bel ow, respondent's principa
objection was that appellant's sales factor attributed
an inadequate anmount of filmrentals to California.

The sales factor is defined as "a fraction,
the numerator of which is the total sales of the
taxpayer in this state during the income year, and the
denom nator of which is the total sales of the taxggger
ever ywhere durln? the incone year." (Rev. & Tax. e
§ 25134.) The rules for determ ning whether sales are
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this state are set fo
lies to saleg of tangi
tion 25136, “ -which _
fter deciding that filnms are tangible personal property,
apPeIIant assigned its filmrentals on the basis of its
interpretation of the "destination test" contained in

r
b
app

personal property, and in

}h I n section 25135, Y whi ch
e
lies to all other sales.

in
app
sec
Al

I/ "25135. .Sales Of tangible personal property.
Sal es of tangi bl e personal property are in this

state if:

(a) The property is delivered or shipped to a
purchaser, otherthan the United States Governnent,
wthin this state regardless of the f.o.b. point

or other conditions of the sale; or

(b) The property is shipped froman office,
s tore, warehouse, factory, or other place of
storage in this state and (1) the purchaser
IS the United States CGovernment or (2) the
taxpayer i S not taxable in the state of the
pur chaser."

2/ "25136. Qther sales. Sales, other than sales
- o{t?ng;Ple personal property, are in this
state if:

(a) The income-producing activity is performned
inthis state, or

(b) The income-producing activity is perforned
both in and outside this state and a greater
proportion of the income-producing activity

Is performed in this state than in any other
state, based on costs of perfornance.’
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subdi vi sion (a) of section 25'135._3/ For purposes of
deternining where a filmwas 'delivered to a purchaser
aPpelIant deci ded that the location of each television
station was determnative in the case of a syndicated
program and that the places where a programis received
éln accordance with published 'rate card values") were

eternminative in the case of a network program -/ ¥he
net effect of these calculations was that ten percent of
appel lant's total filmrentals was attributed to
California in each income year under appeal

For incone years beginning prior to the effective
date of UDITPA (January 1, 1967), appel |l ant was required
to apportion its income in accordance with a special
formula that respondent had_devi sed for independent
not i on Plcture producers. This special fornula
apparently differed fromthe standard fornula applied to
manuf acturi ng and merchandi si ng busi nesses in several
respects, but the sales factor was the standard one that

thouq could infer fromthe | anguage of sections
25135 and 25136 that all transactions involving tangible
personal property are governed by section 25135, the
regul ations 1nplenenting those two sections indicate that
section 25135 cpplies only to "sales" involving transfers O
title, and that section 25136 applies to the rental, H%aS|Pg
or licensing the use of tangible personal property. erefote
a determnation that filns are tangi bl e perspnal propert
does not conpel the conclusion that section 2.5135 controls
the allocation of appellant's filmrentals. the contrary,
It seems to us that section 25136 woul d be the applicable
statute. (See Cal. Admn. Code, tit. 18, regs. 25135 and

25136 (art. 2); see also Boren, Equitable Apportionnent:
Adm ni strative Discretion and Uniformty 1n the Dvision &
5orgorate Income for State Tax Purposes, 49 So. Cal. L.Rev.

’ 41-1045 (1976).) '

4/ Even if it were correct to apply section 25135 in this
case, the network itself would seemto be the "purchaser"
of network programmng in the literal sense of that word.
Consequent |y, appellant's attenpted use of the view ng
audi ence (as neasured b¥ rate card values) as the "purchaser"
represents a deviation fromsection 25135 that could only be
{UStIerd as a special rule under section 25137. As we View
his case, therefore, the nethod of apportionnment appellant
seeks is no | ess dependent on the applicabjlity of section
25137 than is the fornula respondent used in assessing the ~
defi ci enci es. (See footnote 5, infra, and acconpanying text.) .(
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attributed sales according to the situs of the selling
activities engaged in by the taxpayer's enployees.

Under this soliciation rule all of "appellant's sales
were attributed to California since all of its enployee
sales activities were performed in this state.

~ Because of the many changes in existing
al | ocation and apportionment procedures required b
UDI TPA, respondent prepared a panphlet entitled "Coments
Regarding Application of the Uniform Division of Incone
for Tax Purposes Act,' (ccH Cal. Tax Rep. ¢ 203-548),
and distributed it to all affected taxpayers in January
1967. 1In the comment regarding Revenue and Taxation
Code section 25137, respondent instructed appellant and
al | other taxpaKers then using special apportionment
formulas that they were to continue using their 35?-
UDI TPA fornulas. ~Respondent adopted this course O°
action in order to give itself time to determne how
UDI TPA shoul d be aPplled to the 28 'specjal industries'
that it had identified over the years. Wen appellant
refused to continue using its special pre-UDITPA fornula
and attenpted to use a new formula based on its own
interpretation of UDI TPA, respondent advised appel |l ant
that the special pre-UD TPA fornula was to be used
without modification until a new fornula was devel%%ed
and it adjusted appellant's returns accordingly. ese
adjustnents, principally in the sales factor, ‘gave rise
to the deficiencies in question.

In January 1974, while these deficiencies were
still under protest, respondent adopted a new apportion-
ment formula for apPeIIant's_lndustry t hat approved a
sales factor virtually identical to the one appellant
had devised on its own initiative. Nevertheless, since
the new fornula was specifically made gfpllcable only to
incone years beginning after Decenber 31, 1972,
respondent refused to apply it retroactively to the
years in question, and it fherefore denied appellant's
protest. This appeal followed.

_ Appel | ant contends that it was entitled to use
section 25135's "destination test" because respondent
does not have authority to require the use of pre-UDI TPA
formul as after uprrea's effective date. Respondent
argues, on the other hand, that upiTea's general reli ef
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S;QViaéyn (section 25137 of the Revenue and Taxation

% = gives it the same broad powers. that it had.
under prior, law to enploy any nmethod to effect an. .
equi tabl e apportionnent of the taxpayer's income. This
position was al so expressed in the previously nentioned
panphl et of comments on UDI TPA, wherein respondent said:,
with respect to section: 25137:

This section specifies that in appropriate
cases other allocation. and apportionnent
met hods may be used. In general the
apportionnent fornmul as” which haveé DEen
developed Tor_specl all zed businesses
W1l Dbe continued Since they fairly
represent the extent of tThe Taxpayer's
business, activity In this state-. Tne
varrous fTactors used In such specialized
apportionment formulas, however,. wll.
usual Iy be modified so as to reflect the;
provisions of the Uniform Act. For
exanple,_payrolls_MAII be assigned as
provided in the Uniform Act and the.
property factor will be determ ned. under
the provisions of the, UniformAct..
(Emphasi s added.) (CCH Cal. Tax Rep.

1[ 2- O 3"'548-)

5/ "25137. Oher_apportionnent ne.thods.. If the
al | ocation and apportionment provisions of this:
act do not fairly represent the extent of' the
taxpayer's business activity in this. state, the:
t axpayer may petition for er the Franchise, Tax.
Board may require, in respect to all or any
part of the taxpayer's business activity; If
reasonabl e:

(a) Separate accounting:

(b) The exclusion of any one or nore of
the factors;

(c) The inclusion of one or nore. additiona
factors which will fairly represent the
taxpayer's business activity in this state,
or

(d) The enpl.oynment of any_other nethod to
effectuate an equitabl e ‘allocation and

apportionment of the taxpayer's incone."
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~I'n the Appeal of New York Football G ants, Inc.
al so deci ded today, we considered at sone length the
question of when a taxpayer may use, or may be conpell ed
by the Franchise Tax Board to use, a special apPpr I onment
fornula that differs from ubiTea's normal |y applicable
provisions. Ve held in that case that the specia
procedures authorized by section 25137 may not be
enpl oyed in any situation unless the party invoking that
section first proves that UDITPA's basic provisions "do
not fairly represent the extent of the faxpayer's
business activity in this state." [In the present
controversy, each party h37 sought to apply a speci al
rule of ifs own choosing,~/ but neither has proved that
UDITPA's basic three-factor formula reaches an unfair or
unreasonabl e result. Since UDITPA made a nunber of
substantial changes in prior law, we wll not assume that
a special fornmula will still be necessary in every case
where pre-UDITPA law required the use of such a fornula.
As this case now stands, therefore, it has not been
established that there is any need to apply a specia
formula to appellant's business operations.

o Because no justification has been shown for
deviating from upiTPA's nornmal apportionnment fornula,
respondent is directed to reconpute appellant's tax
liability in accordance with that fornula. |f both
parties find, however, that this formula does not fairly
represent the extent of appellant's business activitY in
this state, then respondent is authorized to apply its
speci al pre-UDI TPA fornula, pursuant to the discretion
vested in it, by section 25137, to effect an equitable
apportionment of appellant's incone.

%7 Arthough appel | ant has consistent|ly maintained ‘that |t
followed UDITPA's requirements when it filed the returns

in question, we have characterized appellant's use of the
"destination test" as a special rule because (1) we
bel i eve section 25136, not section 25135, is the apgllcable
basic provision of UDITPA and (2) even if section 25135

is applicable, appellant has n1sagplled that section's
destination test. See footnotes 3 and 4, supra.
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ORDER

Pursuant to the views expressed in -the opinion
of the board on file in this proceeding, and good cause

appearing -therefor,

| T I-S ' HEREBY ORDERED, apjupcep AND DECREED,
pursuant {0 section 25667 of the Revenue and 'Taxation
Code, that the action of the 'Franchise Tax Board On the
protest of Danny Thomas Productions against proposed
assessments Of additional franchise tax-in ‘the anounts of
$6,017, 59 and $280.64 for the incone -years ended June 30,
1969, and -June 30, 1970, respectively-, 'be and the 'sanme is
hereby nodi fied in accordance with the attached -opinion.

Done at Sacranento, California, this 3rd day of
February , 1977, by the State Board of Equal i zation.

.Chairrﬁar‘

Member

Member

Member

« Member »

ATTEST: % %*%/)4/4 + Executive Secretary
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